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EBITDA Up 


4% 


Compared to 2005 


Trendsetters In Downhole Drilling Solutions 


Innovative 


WZL holds 12 active patents 
and 20 patents pending which 
enhance the reliability of our 
tools. Recent developments 

in drilling technology and 
applications mean increasing 
demands on the existing drilling 
tool technology - demands 

that WZL consistently meets 
for our customers, resulting in 
increased run times and greater 
reliability. WZL has additional 
products under development 
that we anticipate will qualify 
for patent protection. 


Our products have a well- 
deserved reputation for 
reliability and quality. Enhanced 
designs and manufacturing 
technologies play an important 
role in maintaining this hard- 
earned reputation in a very 
competitive marketplace. Our 
special coatings and finishing 
processes provide extended life 
and durability to our products. 
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A focus of WZI's patents and 
_ patent applications is the 


objective to provide longer 
uninterrupted run times, an 
important feature for our 
customers. WZL tools have an 
outstanding MTBF (Mean Time 
Between Failures) well in excess 
of 12,000 hours, based on 
Canadian rental fleet data. 
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78,000 square foot manufacturing facility in Edmonton, Alberta 
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“utilized to increate the Strength and durability of our soil, 


Innovative Products Are The Foundation 
of WZL’s Continued Growth 


Hydraulic 
Mechanical Jar 


Drilling Jars are used to assist 
in freeing the drill string 

when it becomes stuck during 
drilling operations. Our broad 
range of jars offers a variety 

of solutions to the problem 

of stuck drill strings. Using 

the latest materials and 
manufacturing processes, our 
jars have acquired a reputation 
for reliability and effectiveness, 
even after prolonged use under 
extreme operating conditions. 


Multi-Point 
_Mud Motor 
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WZL mud motors have an 
established reputation for 
providing longer service life 
and reliability. Recent patented 
improvements to our mud motor 
product line have increased the 
torsional capacity necessary 

to transmit the higher torques 
developed by current power 
sections. Improvements to 

our design, materials and 
manufacturing processes 
continue to increase the 
durability of our mud motors. 
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Shock Tool 


Effective over a wide range of 
operating parameters, our shock 
tools reduce damaging impact 
loads to the bit and vibration 
induced fatigue failures in the 
drill string. Designs, materials, 
manufacturing processes and 
quality control combine to provide 
efficient operation and long 
service life. 
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Increased Demand Creates Opportunity 
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The U.S. and international 
markets offer tremendous 
potential for WZL. The quality 
and reputation of Wenzel tools 
puts the company in an excellent 
position to capitalize on the 
growing U.S. demand for drilling 
products, and expansion abroad. 


US Rig Count Steadily Grows 
The chart above shows that 
while Canadian drilling activity 
fluctuates, with a slight upward 
trend over time, the U.S. rig 
count has steadily climbed over 
the last five years. U.S. weather 
patterns typically permit a year- 
round drilling season, compared 
to Canada’s slowdown during 
the moist second and third 
quarters. 
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DATE 


WZL products are well received 
in the United States because 
they are regarded as being more 
reliable with longer hours of 
service at higher drill rates than 
most of our competitors. 


US is Target of Opportunity 
We see the United States as 
an opportunity to expand the 
company’s penetration into a 
very active drilling market. 


WZL has continued to grow its 
United States operations under 
the new management of Dave 
Aitchison. 
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WZL Facilities, Personnel 


Increase 

In 2006, the number of U.S. 
based employees grew from 35 

to 70. Service facilities in Conroe 
were improved to streamline 
operations and improve efficiency. 
This 30,000 sq. ft. facility now 
operates 24 hours per day, with 
25,000 sq. ft. dedicated to service 
and repair. 


Our facility in Casper, Wyoming is 
equipped as a service facility and 
a stocking point for our products 
and our sales office in Oklahoma 
City, Oklahoma is also a key 
stocking point. 


Planned increases to our 
manufacturing capacity in Canada 
and our U.S. service facilities are 
underway. This will enable WZL to 
meet increased demand worldwide. 
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Operating Highlights 


The number of active drilling rigs 


in Canada remained essentially 
static in 2006. However, greater 
market penetration by WZL tools, 
and the need to satisfy growing 
demand in the U.S. and abroad, 
kept Edmonton’s manufacturing 
plant very busy. 


The Edmonton plant increased 
its number of CNC lathes from 

8 to 12, and increased its 
machining centres from 2 to 

3. The facility added a second 
breakout machine, and increased 
the number of service bays from 
6 to 9. The Core Motor Fleet was 
increased by 20%, and a new 
high torque motor design was 
introduced and proven in the 
field. 


A new drilling machine has been 
ordered for 2007 delivery, and 
the acquisition of additional 


machine tools and service facility 


equipment is also planned. 


The expanding U.S. market has 
provided excellent returns and 
continuing good prospects for 
growth. Wenzel U.S. posted a 
39% increase in revenues in 
2006 over 2005 and an increase 
in total assets of 101%. Sales 
in 2006 were $16.1 million, 

up substantially from previous 
years. 


Wenzel U.S. owns a 30,000 

sq. ft. office, warehouse and 
service facility in Conroe, Texas 
(pictured above). It rents smaller 
facilities in Casper, Wyoming 

and Oklahoma City, Oklahoma. 
Wenzel U.S. services the U.S., 
South and Central American 
markets. 
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Several sales initiatives begun in 
2004 and 2005 generated large 
international product orders 

in 2006, for a total of $12.7 
million in international sales. 


International orders tend to be 


sales rather than rentals. They 


typically take considerable time 
to develop, but then result in 
large orders. 


International sales improved 
sharply in 2006 compared 

to 2005, due in part to the 
conclusion of sales initiatives 
begun in earlier years. 


Revenue in 2006 came from the 
former Soviet Union, Middle 
East, North Africa, and Asia. 


Overall Increase in 
WZL Employees 


Increase in Increase in 
Employees Employees a 
in Canada in the U.S. in 2006 
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President’s Letter To Shareholders 


Dr. Harvie Andre, PRESIDENT AND CEO 


2006 was a very active year for the 
oil and gas industry in Canada and 
indeed worldwide and it was also a 
very active year for your company, 
Wenzel Downhole Tools Ltd. (WZL). 
In the two years prior, WZL had 
gone through considerable change; 
in personnel at all levels, including 
the Board of Directors, in operating 
procedures and indeed, in physical 
location. The positive results of 
these changes were starting to 
show up in the improved financial 
performance of the company. With 
the re-listing of the company’s shares 
on the Toronto Stock Exchange on 
January 26, 2006 there was the 
expectation that management could 
finally focus exclusively on the core 
business of your company, namely 
the manufacture, sale and rental of 


high quality drilling tools for the oil 


and gas industry world wide, and not 
be preoccupied with peripheral issues 
which do not contribute to revenues 

and profits. As things turned out that 


was not quite the case. 


Perhaps as a reflection of the 

company’s improved performance 
and potential, in April 2006 WZL 
learned that an unsolicited offer 


would be made for a minimum of 


“The year 2006 was 
a record year for the 
company in terms of 
both revenue and gross 


with revenues 


profit, 
increasing by 41% and 


gross profits increasing 
by 44% over those in 
2005." 


90% of the shareholdings of the 
company. In keeping with best 
practices in corporate governance, 
the independent members of 

the Board of Directors obtained 
independent legal and independent 
financial advice, upon which to 


base a recommendation to the 
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shareholders. This was done and the 
shareholders advised. In July, after 
an extension of the first deadline, the 
takeover offer was withdrawn when 
insufficient shareholders tendered 
their shares. Another distraction for 
the company was finally concluded 
when the company reached an 
agreement with the Alberta Securities 
Commission in November. It is a 
great tribute to our employees that 
while senior management and the 
board was somewhat distracted by 
the takeover attempt and by ongoing 
deliberations with the Alberta 
Securities Commission, revenues and 


profits continued to grow. 


In fact the year 2006 was a record 
year for the company in terms 

of both revenue and gross profit, 
with revenues increasing by 41%, 
gross profits increasing by 44% 

and earnings before income tax 

up by 38% over those in 2005. 

The chart on Page 13 shows this 
growth in comparison to previous 
years. Essentially all of this growth 
was in the United States and 
internationally, with revenues in 
Canada only going up by 2%. This is 
reflective of the fact that, according 
to the Canadian Association of 
Drilling Contractors (CAODC), the 


average number of wells drilled per 


month in 2006 was 502, identical to 
the average number drilled in 2005. > 
In the first 6 months of 2006 the 
average number of wells drilled was 
17.5% higher than in 2005 but with 
the sharp drop off in natural gas and 
crude oil prices in mid summer there 
was a sharp drop in wells drilled and 
the second half of 2006 was much 
slower than the second half of 2005. 


Most revenues in Canada and in the 
U.S. are from rentals as well as some 
sales but international revenues 

are entirely from sales of drilling 
tools and parts. During the time 

the company was de-listed from 

the TSE, international sales were 
very low, since potential customers 
had a concern about buying from 

a supplier that might not be in 


existence to supply parts in the 


$ MILLIONS 
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REVENUES 


“While the CAODC is 
predicting 10% fewer 
wells in 2007 than in 
2006, the 
expects to continue to 


company 


expand market share 
and thus 
current revenue levels. 


maintain 


Further growth in the 
U.S. is expected in 2007 
as well as a year of 
continuedopportunities 
internationally. ” 


future. In addition to removing this 
roadblock to international sales, 


Mr. Mark Heaton, an experienced 


$ MILLIONS 


EARNINGS BEFORE INCOME TAXES 
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veteran in our business sector joined 
the company in early 2006 and 
assumed responsibility for business 
development and international 
sales. The result of these changes 
was international sales of $12.7 
million compared to $1.6 million in 
2005. We continue to see significant 
opportunities internationally which 


we will pursue with vigor. 


Our U.S. operations also showed very 
good growth in 2006, with revenues 
increasing by 39% over those in 
2005. During the course of the 

year our sales and service facilities 
in Conroe Texas were modernized 
and improved and our complement 
of staff essentially doubled. We 
anticipate continued growth in the 
U.S. given the expectation that the 


number of wells drilled will continue 


$ MILLIONS 
20 


2004 2005 


EBITDA 


to rise and the growing reputation of 
our drilling tools for durability and 
performance. For continuance of this 
growth WZL was fortunate to have 
Mr. Dave Aitchison join the company 
in late 2006 as Vice-President and 
General Manager for U.S. operations. 
Dave has over 25 years of experience 
in the drilling tool business and 

is confident that our growth 


expectations can be met. 


Even though revenues from rentals 
and sales in Canada were, on average 
over the year, the same in 2006 as 
in 2005, the manufacturing and 
service operations in Edmonton were 
much busier in 2006. To meet the 
need for new tools for our rental 
fleets, particularly in the U.S., and 
the much increased international 
sales, WZL added four new machine 
tools which increased our production 
capacity by some 57%. Also, to meet 
demand, the service capacity in 

our Edmonton shop was increased 
by 80%. Our service capacity in the 
U.S. was increased by 300%. Over-all 
there was an increase of 46% in the 


number of people employed by WZL. 


The growth in profits means that for 
the first time in 5 years the company 
is liable for significant income taxes. 
As a result, we have booked a tax 
provision of $4.4 million, $2 million 
of which is a future tax provision. 
The provision includes $2.3 million 
in respect of the settlement in late 
2006 of a longstanding tax audit 

by the Canada Revenue Agency of 
the Company’s former operations in 
Barbados. 


Alex Whyte, VP AND GENERAL MANAGER 
(CANADA) 


Given that many companies in our 
business sector had converted to 
income trusts as a means of avoiding 
these taxes, WZL announced that 

we would also undertake such 

a conversion. The process was 
commenced, but the change in policy 
respecting income trusts announced 
by the Canadian government occurred 
before the conversion could be 
completed. We will continue to seek 
ways to enhance shareholder values 
to where they properly reflect the 


true inherent value of your company. 


Managing the kind of growth and 
change WZL experienced during 
the year is always a challenge and I 
want to thank all of our employees 
and the line managers for their 
efforts and the excellent results 
their efforts produced. We know 
from experience that the oil and gas 
industry can change quite quickly. 
As crude oil and natural gas prices 
can be very volatile, so can the 
capital budgets of the exploration 
companies and thus the number of 
wells planned. While the CAODC is 
predicting 10% fewer wells in 2007 
than in 2006, the company expects 
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Dave Aitchison, VP AND GENERAL MANAGER 
(U.S.) 


to continue to expand market share 
and thus maintain current revenue 
levels. Further growth in the U.S. 

is expected in 2007 as well as a 
year of continued opportunities 


internationally. 


In summary, the company has 
achieved a remarkable operational 
and governance turn-around, 
resolving many issues which 
originated with management and 
operational practices of 5 and 
more years ago. I am confident 
that your WZL team can meet both 
the opportunities that might be 
presented this year as well as being 
able to handle any unforeseen 


challenges that might appear. 


Dr. Harvie Andre, PRESIDENT AND CEO 
WENZEL DOWNHOLE TOOLS LTD. 


2006 Highlights 


Wenzel Downhole Tools Ltd. 


Financial Performance Revenue ($000's) 
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e Second breakout machine ¢ Twenty patents pending 
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¢ 46% more employees overall should qualify for patent protection 

$ SO $ MILLIONS $ MILLIONS 


30 20 1S 
25 


20 


2005 2004 2005 2006 


CANADIAN REVENUE U.S. REVENUE INTERNATIONAL REVENUE 


2006 ANNUAL REPORT ~ PAGE 13 


Management Discussion & Analysis (MD&A) 


FOR THE YEAR ENDED DECEMBER 31, 2006 


This MD&A is dated as of March 13, 2007. It should be read in conjunction with the Wenzel Downhole Tools Ltd. 
(the “Company” or “WZL”) audited Consolidated Financial Statements for the years ended December 31, 2006 and 
December 31, 2005. 


Additional information relating to the Company, including the Company's Annual Information Form, is posted on 
SEDAR at www.sedar.com. 


FORWARD LOOKING STATEMENTS 


This MD&A contains information that is forward looking which reflects management’s expectations regarding the 
Company’s future growth, results of operations, performance, and business prospects and opportunities. Wherever 
possible, words such as “believe”, “expect” and similar expressions have been used to identify these forward looking 
statements. The statements reflect management's current beliefs and are based on information currently available 
to management. Forward looking statements involve significant risk, uncertainties and assumptions. A number of 
factors could cause actual results, performance or achievements to differ materially from the results discussed or 
implied in the forward looking statements. Although the forward looking statements contained in this Report are 
based upon what management believes to be reasonable assumptions, the Company cannot assure readers that actual 
results will be consistent with these forward looking statements. These forward looking statements are made as of 
the date of this MD&A. 


RECENT HISTORY 


The Company was originally incorporated in June 1994 and changed its name to Master Downhole Canada Inc. in 
August 1994. In December 1996, the Company began trading on the then Canadian Venture Exchange (formerly the 
Alberta Stock Exchange) under the symbol “MDH”. On February 25, 1998, the Company changed its name to Wenzel 
Downhole Tools Ltd. as part of a technology purchase and began trading under the symbol “WZL”. The Company 
moved to trading on the Toronto Stock Exchange (TSX) on January 10, 2000. 


On March 19, 2004 the Company was issued a temporary cease trade order by the Alberta Securities Commission 
(“ASC”) alleging, among other things, that the Company's 2002 year end audited financial statements contained 
false or misleading statements, in breach of the Securities Act (Alberta). On April 2, 2004 the order was voluntarily 
extended by the Company pending completion of an independent audit. Subsequently, cease trading orders were also 
issued by the Ontario Securities Commission (“OSC”) and the British Columbia Securities Commission (“BCSC”). 


After the Company complied with all requirements of the TSX and the various securities commissions, the ASC, OSC 
and BCSC revoked their cease trade orders and the Company’s shares have been trading on the TSX since January 26, 
2006. 


Related to the temporary cease trade order, the Company was also named in a Notice of Hearing with several of its 
executives at the relevant times. With regard to WZL, this Notice of Hearing was settled by a Settlement Agreement 
and Undertaking dated November 9, 2006 between the ASC and the Company, whereby the Company agreed to pay 
the ASC $75,000 in settlement and investigation costs. As a result of the Settlement Agreement and Undertaking and 
the revocation of the cease trade orders, all matters between the ASC and the Company have been resolved. 


In the past few years and relating in part to the matters between the ASC and the Company referred to above, the 
Company had experienced a high turnover in senior executives. Dr. Harvie Andre, an independent director from 
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1996 assumed the role of CEO on January 1, 2005. Mr. Ron Dooley and Mr. Ken Hughes, both experienced senior 
executives, joined the Board as independent directors in February and Mr. Dooley assumed the further role of CFO 
on March 1, 2005. On September 14, 2005 and October 14, 2005, respectively, Lt. General (Ret.) Scott Clements 
and J. Garnett Millard, FCA also joined the Company as independent directors. Mr. Hughes assumed the further role 
of Chairman of the Board on November 18, 2005. Following the Annual General Meeting in November 2005, Henry 
Boychuk and William Wenzel, both former officers of the Company, resigned from the Board so it would have a 
majority of independent directors. 


In May 2006, J. Garnett Millard, FCA resigned from the Board for family, health and personal reasons and John 
Hodgson, C.A. was appointed as a director of the Company and assumed the role of Chairman of the Audit Committee 
of the Board. At the Annual General Meeting of the Company’s shareholders on January 29, 2007, Harvie Andre, 
Ron Dooley, Ken Hughes, Scott Clements and John Hodgson were all elected as directors until the next Annual 
General Meeting. Dr. Harvie Andre remains as President and CEO and Mr. Ron Dooley remains as CFO. 


In November 2006, Myles Woloshyn, the General Manager of the Company’s US subsidiary in Conroe, Texas left the 
Company to pursue other interests. Effective December 1, 2006 Dave Aitchison was appointed Vice-President and 
General Manager of the Company’s operations in the United States. Mr. Aitchison joins WZL with over 25 years 
management experience in the downhole and drilling tool business. 


In late May 2006, the Company's shareholders received an unsolicited offer to purchase all the outstanding 
shares of the Company. As required by law, the Board reviewed and considered the offer. On June 13, 2006 after 
consultation with legal and financial advisors, the Board issued a Directors’ Circular unanimously recommending 
that shareholders reject the offer. In July 2006, the shareholders rejected the offer. 


In July 2006, the Board approved a proposal to reorganize into an income trust. The Company was in the process 
of preparing an Information Circular for presentation to the shareholders when the Minister of Finance of Canada 
proposed new tax provisions for income trusts. As a result, the Board cancelled any further work on the conversion 
to an income trust. 


Because of the receipt of the “take-over” offer and the income trust conversion process, the Company requested 
and was granted extensions of the time limit within which it was required to hold its 2006 Annual General 
Meeting. As noted above, the meeting was subsequently held on January 29, 2007. 


OVERALL PERFORMANCE AND RISKS 

The downhole drilling sector of the oil and gas industry is very competitive and is dominated by large multinational 
companies with substantial resources. The Company is heavily dependent on the general activity level of this 
segment of the industry that historically fluctuates widely depending on commodity prices worldwide. Currently, 
energy commodity prices and industry activities are very strong however commodity prices have come off all time 
highs. Should commodity prices decline and drilling activity in the oil and gas industry decrease, the Company's 
operations could be negatively impacted. 


We are an important player in the North American market because our products are highly regarded in the industry 
as being more reliable and providing longer hours of service at higher drill rates than most competitors. While the 
demand for our products should continue for the foreseeable future, we are cognizant of the many times in the 
past when activity in the drilling industry changed dramatically. 


Total revenues reached an all time high of $55.6 million up from $39.4 million in 2005. Earnings before tax 
increased to a record $9.2 million from $6.6 million in 2005, however, net earnings decreased by 26% to $4.8 
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million in 2006, as compared to $6.5 million in 2005 after a tax increase to $4.4 million ($2.0 million of which is 
future taxes) from only $0.137 million in 2005. EBITDA before other expenses also reached a record of $18.4 million 
compared to $13.7 million in 2005. 


In 2006, the Company maintained a strong position in Canada, even with the decline in natural gas prices from the 
record 2005 levels. 2006 Canadian rentals and service revenues were at record levels. New manufacturing equipment 
along with a second break out unit in the service shop has increased both manufacturing and service deliveries 
during 2006. 


Through 2006, the Company continued to expand its United States operations, growing from 35 employees at the 
end of 2005 to 70 at the end of 2006. During the year, the service facilities in Conroe Texas were improved and 
re-organized to streamline operations and improve efficiency. The facility operates 24 hours per day to meet the 
growing demand for WZL products. Effective January 1, 2007 the US subsidiary converted its accounting system to 
an “industry specific” system which, in addition to improved purchasing and inventory controls, tracks service and 
rental operations through the “real time” tracking of rental tools and spare parts inventories. 


Internationally, several sales initiatives of 2004 and 2005 generated large product orders in 2006. International 
operations are typically “sales” as opposed to “rentals”. International sales take a great deal of development time but 
may result in large orders when finalized. Several large orders in 2006 tested the Edmonton manufacturing capacity 
in late 2006. At year end, some international orders received in 2006 had not been fully completed and shipped. They 
were completed and delivered in early 2007. In comparison, 2005 showed a large decline in international sales over 
2004 as no major sales were delivered that year primarily as a result of the cease trade order. 


The Company has a net exposure to the U.S. dollar that makes it vulnerable to fluctuations in the foreign exchange 
rate between the Canadian and U.S. currencies. Foreign exchange gains and losses are recorded in the period that 
they arise and, depending on the currency volatility, could adversely affect profitability. The Company may engage 
in currency hedges from time to time to mitigate this exposure; however, management does not believe this exposure 
is material to its overall operations, and no currency hedging was transacted during 2005 or 2006. 


The Company also has an extensive insurance program that is reviewed annually to mitigate unforeseen incidents 
which could affect the Company’s operations. 


Comparative Results of the Three Most Recently Completed Financial Years 

The Company’s results for 2004, 2005 and 2006 are compared in the table below. All operating results have continued 
to improve over the 3 years. North American oil and gas drilling activity increased consistently during the period 
and is expected by some industry forecasts to continue in 2007, even with the downturn in natural gas prices in 
2006 and the fall in oil prices in the latter part of the year. Accordingly, the market for the Company’s drilling tools 
continues to be very strong. The Company's expanding business across North America in 2006 provided gross profits 
approaching 50%. Internationally, sales were strong in 2004, fell off in 2005, but rebounded to a record level in 2006. 
Earnings before income taxes of the Company have increased year over year from 2004 to 2006. Lower net income 
in 2004 was a result of significant non-recurring expenses for a special investigation and report of certain key areas 
of the Company’s operations following the cease-trade order issued in March 2004. In 2005 revenues increased by 
23.4% to a then all time high of $39.4 million. Gross profit increased to $18.9 million and at 48% of revenues was 
also one of the best ever experienced. EBITDA reached $13.7 million, another record at the time, while earnings 
before and after tax, along with earnings per share, also reached then all time highs for the Company. The growth 
trends established in 2005 continued in 2006 with 41% growth in revenues over 2005, 44% growth in gross profits 
over 2005 and 34% growth in EBITDA over 2005. Net earnings in 2006 declined to $4.8 million from $6.5 million in 
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2005. This decrease resulted from income tax expense of $4.4 million in 2006 compared to $0.137 million in 2005. 
The low level of income taxes in 2005 resulted from a $2.2 million benefit from prior years’ losses. Income tax in 
2006 was negatively impacted by a $2.3 million tax reassessment related to the Company's Barbados subsidiary. 
Nevertheless, 2006 revenues and EBITDA all reached record levels for the Company. 


Comparative Results Table 


Year Ended December 31 


($000’s, except for per share values) 


2006 2005 2004 
Revenue 557552 39,397 31,938 
Gross Profit 27,220 18,960 13,848 
Gross Profit Percentage 49% 48% 43% 
Earnings before interest, taxes, depreciation, 
amortization, and other expenses %°*t*() nee ae se 
Operating earnings before other expenses and 
income taxes 11,241 7,820 2,987 
Earnings before income taxes 9,197 6,644 1,776 
Net earnings 4,817 6,507 1,395 
Net earnings per share 0.16 0.21 0.05 
Total Assets 61,060 43,625 38,912 
Long Term Debt 515 6,806 6,575 


Note (1) EBITDA, or earnings before interest, taxes, depreciation and amortization is calculated by adding these items back to reported net 
earnings. In addition to EBITDA, stock based compensation expense and other expenses, due mainly to professional fees associated with the 
investigations arising from the cease trade, the takeover bid, and related regulatory matters have been excluded so as to make year to year 
comparisons more meaningful. Management uses EBITDA as a measurement to determine the ability of the Company to generate cash from 
recurring operations. EBITDA does not have a standardized meaning for Canadian generally accepted accounting principles (“GAAP”) and 
therefore may not be comparable with calculations of similar measures presented by other issuers. EBITDA is not intended to represent net 
earnings for the period nor should it be viewed as an alternative to operating or net earnings or other measures of financial performance 
calculated in accordance with GAAP. 


Outstanding Share Data (See Note 11 to the 2006 Consolidated Financial Statements) 


Common Shares 2006 2005 
Common shares outstanding, beginning of year 30,697,924 30,697,924 
Issued under employee stock option plan 180,000 - 

Shares purchased for cancellation (Normal Course Issuer Bid) (169,100) - 
Common shares outstanding, end of year 30,708,824 30,697,924 
Weighted average common shares outstanding (basic) 30,803,829 30,697,924 
Weighted average common shares outstanding (diluted) 30,888,527 30,697,924 
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The Company has unlimited authorized common voting shares and unlimited preferred shares, issuable in series. As 
at the date hereof, there are 4,600,000 preferred shares outstanding. There have been no changes in the number of 
outstanding preferred shares since 2002. 


Employees and directors have been granted options to purchase common shares. At December 31, 2006, 2,020,000 
options were outstanding, of which 1,448,333 are exercisable. 


On October 6, 2006, the Company received regulatory approval for a normal course issuer bid under Canadian 
securities laws to purchase up to 1,900,000 of its common shares commencing October 10, 2006 and ending October 
9, 2007. This total is approximately 10% of the public float. The price that WZL pays is the market price at the time 
of acquisition. To date, WZL has purchased 253,100 common shares under the normal course issuer bid. 


Results of Operations 

The Company achieved record revenues of $55.6 million in 2006 compared to $39.4 million in 2005. Earnings before 
income taxes were $9.2 million in 2006 compared to $6.6 million in 2005. Increases in revenue and earnings before 
income taxes are primarily due to the increased activity in the North American oil and gas drilling industry coupled 
with improvements in Wenzel US's operations, which improved revenues by 39%, and record international sales of 
$12.7 million compared to nominal results in 2005. EBITDA for 2006 was $18.4 million compared to $13.7 million 
for 2005, for an increase of $4.7 million. Net earnings for 2006 were negatively affected by accounting for the 
results of the CRA audit of the Company’s Barbados subsidiary’s income for the years 2000 to 2005 inclusive, which 
substantially increased the Company’s 2006 provision for income taxes. 


Gross profit of 49% (2005 = 48%) is also among the best ever achieved for a year. Revenues improved by 41% over 
2005 while gross profit increased 44%. Again, this reflects the substantially increased levels of activity in the oil 
and gas industry. In addition to this higher industry activity these results come from much better capacities and 
increased efficiency as a result of streamlined manufacturing and service operations in Canada and substantial 
inroads into the United States drilling markets, as discussed earlier. 


Comparative Quarterly Results for 2005 and 2006 

The table below compares the highlights of operations for the last 8 quarters ended December 31, 2006. Typically, 
the Company’s revenues in Canada fluctuate seasonally and are generally the highest in the winter, meaning the 
first and fourth quarters of each year. Drilling operations in the Canadian sedimentary basin are almost always 
reduced during the second and third quarters due to the high moisture levels and other conditions that exist during 
spring break-up. This seasonal drilling activity impacts the Company's overall quarterly results because its Canadian 
operations make up the largest component of the Company’s revenues. Consequently, the Company's revenues from 
Canadian operations in the second and third quarters of the year can decrease to half or less than its revenues in 
the first and fourth quarters. Drilling operations in the US are not so heavily influenced by weather, so, as Wenzel 
US revenues increase as a proportion of the total Company's revenue, the effect of Canadian seasonal fluctuations 
should diminish. 


The third quarters in 2005 and 2006 were exceptions to the historic Company results. In Canada, favorable spring 
break-up conditions meant that summer oil and gas drilling conditions in Canada were better than usual in both 
years. This increased drilling activity, together with our increased rentals in the US resulted in the best overall third 
quarter the Company has ever experienced in 2006. 


The Company mitigates a large portion of the annual Canadian spring and summer downturns by concentrating 
its fleet of rental products to a greater extent in the American oil and gas areas in those periods. WZL continues 
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to expand into this very competitive region by developing our US customer base through extensive marketing 
and quality service delivery. As discussed above, our US rental revenues continued to increase in 2006 and are 
expected to increase again in 2007. 


Our quarterly revenues also vary widely depending on the timing of occasional large international sales. There 
were limited international sales in 2005, but following the lifting of the “cease trade” order in early 2006, record 
international sales of $12.7 million were completed in 2006. 


Three Month Periods ended 
($000’s, except for per share values) 


Dec. Sept. June Mar. Dec. Sept. June Mar. 
31 30 30 31 31 30 30 31 
2006 2006 2006 2006 2005 2005 2005 2005 
Total Revenue 19,655 14,198 10,267 11,432 12,134 9,356 6,690 U2 AT/ 
Gross Profit ‘°te») 8,597 6,900 525 5,998 6,282 5) 233 1,404 6,041 
Gross Profit Percentage 44% 49% 56% 53% 52% 56% 21% 54% 
Earnings (loss) 
before interest, 
taxes, depreciation, 
amortization, and other 
expenses (Notes 2, 3, & 4) 4,466 5,302 4,508 4,145 4,770 4,098 (40) 4,930 
Operating earnings (loss) 
before taxes and other 
expenses (Notes 2, 3, & 4) 2,856 3,655 Dress 2,499 3,347 2,702 (1,642) 3,413 
Net earnings (loss) *tes 
eae eS 626 16740 Wejl aims nme 2 803. ene?.2V7on~ (1,890). 523/187 
Net earnings (loss) per 
share (basic and diluted) 0.02 0.06 0.04 0.04 0.09 0.08 (0.06) 0.10 
Total Assets as at 61,060 53,435 46,906 45,867 43,625 40,551 37,488 40,610 


Note 1: A portion of depreciation expense included in Gross Profit for the 2005 periods has been reclassified to be consistent with the 
classification of depreciation included in the 2006 periods. 


Note 2: A portion of other expenses included in Operating earnings (loss) before taxes and other expenses and included in Earnings (loss) 
before interest, taxes, depreciation, amortization and other expenses for the 2005 periods have been reclassified to be consistent with the 
classification of other expenses in the 2006 periods. 


Note 3: The three month periods ended March 31, 2006 and June 30, 2006 as previously reported have been adjusted for $0.69 million of stock 
based compensation expense that should have been recorded in the first quarter of 2006. 


Note 4: The three month period ended September 30, 2006 as previously reported has been adjusted for $0.225 million of selling expenses 
that should have been recorded in the third quarter. 
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FINANCIAL AND OPERATIONAL PERFORMANCE 
Financial Highlights 


(Stated in thousands of dollars except per share amounts and shares) 


Years ended December 31, 2006 2005 Change 
Operating results 
Revenue 5DyDDe 39,397 41% 
Net Earnings 4,817 6,507 (26%) 
Earnings per share (basic and diluted) 0.16 0.21 (24%) 
Financial position 
Working capital 2,647 3,941 (33%) 
Long term debt 5115 6,805 (25%) 
Shareholders’ equity 24,220 18,440 31% 
Outstanding shares: Common 30,708,824 30,697,924 

Preferred 4,600,000 4,600,000 


Revenues 

Total consolidated revenues for 2006 were $55.6 million, 41% higher than revenues for 2005. Revenues in Canada 
and the United States increased by 2% and 39% respectively over last year while international revenues increased 
by some 680%. This continues to reflect the tremendous drilling activity and the Company’s solid market base in 
North America together with our improved delivery of services in the United States. The international segment of our 
business is highly variable but if sales are achieved they are often in large individual orders. No major international 
sales were completed in 2005 whereas large sales of approximately $12.7 million were made in 2006. 


Fourth quarter revenues were $19.7 million, 62% higher than in the same period last year with Canadian revenues 
down by 31% and US revenues up by 71%, continuing to reflect our continued expansion into the United States oil 
and gas market. Fourth quarter international revenues were also a major factor in the increase. 


Cost of Goods and Services 

Costs of goods and services amounted to $28.3 million (51%) of consolidated revenues compared to $20.4 million 
(52%) last year. This marginal improvement is largely related to improved manufacturing and service efficiencies in 
Edmonton, Alberta and Conroe, Texas and the effective management of raw material and labour costs. 


During the fourth quarter of 2006, costs of goods and services were 56% of revenues compared to some 48% the 
previous year. The increased costs of goods and services in relation to revenues in the last quarter of 2006 resulted 
from the high proportion of international sales delivered in December 2006 along with a decline in rental fleet 
utilization in Canada. The increased costs of international sales as a percentage of revenue reflected the US dollar’s 
exchange rate decline since sales commitments arising from quotes made in 2004 could not be completed until the 
cease trade order was lifted and the Company's creditability with its international customers was restored in early 
2006. 
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Expenses 

General and administrative expenses for 2006 were $7.3 million compared to the $5.8 million of 2005. This 26% 
increase was a reflection of the increased volume of business activity in 2006. General and administrative costs 
in 2006 were 13% of revenue, compared to 15% of revenue in 2005. 


Selling expenses increased 72% in 2006. As a percentage of revenue, selling expenses increased from 7% of 
revenue in 2005 to 9% in 2006. The increase in selling expenses is primarily related to the increase in revenue 
and commissions on large international sales in 2006. 


Depreciation and amortization for 2006 was $0.9 million, consistent with the same level of $0.9 million in 2005. 
Additional depreciation of $4.3 million (2005 - $4.3 million) related to service and manufacturing equipment and 
rental assets is charged directly to costs of goods and services. 


Interest on long term debt and capital leases and Interest on bank indebtedness and term demand loans totalled 


$0.9 million, as compared to about $0.8 million in 2005. The increase in term demand loans of $1.0 million, the 
end of an interest free period of a loan of $1.1 million together with a slight rise in interest rates during 2006 
has resulted in this 12% increase from 2005 levels. 


Product development costs are comparable to last year at $0.4 million. The Company continued to focus on 


serving customer needs and product refinement in 2006. Current development efforts are focused on updating 
and enhancing current technology and in testing products developed over the past couple of years. New products 
introduced in 2006 are proving themselves in meeting our customer needs for higher power delivery and increased 
drilling performance. 


Controls and Procedures 

The Company’s management is responsible for establishing and maintaining disclosure controls and procedures 
and internal control over financial reporting. Management assessed the design of internal controls over financial 
reporting. During management's assessment, it was determined that certain weaknesses existed in internal 
controls over financial reporting. As is indicative of many small companies, segregation of duties and the 
existence of full competencies in the complex areas of financial accounting and taxation were identified as 
areas where weaknesses existed. The existence of these weaknesses is to be compensated for by existing senior 
management monitoring and, in the case of complex transactions, consulting with external experts to assist 
management in their analysis. The Company is taking steps to augment and improve the design of procedures 
and controls impacting these areas of weakness over internal control over financial reporting. 


While the Company continues to refine its disclosure controls and procedures and internal controls over financial 
reporting, the CEO and CFO have concluded that, during 2006, the process was effective to: 


e provide reasonable assurance that material information relating to the Company, including its 
consolidated subsidiaries, was made known to them, and 


e provide reasonable assurance regarding the reliability of financial reporting and the preparation 
of financial statements for external purposes in accordance with the Company’s generally accepted 
accounting principles. 
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Income Taxes 
The Company is reporting $4.4 million of income tax expense for the year ended December 31, 2006 compared to 
$137,000 last year. The low level of income taxes in 2005 reflected the benefit of losses from prior years. 


The audit of the Company’s Barbados subsidiary by the Canada Revenue Agency was completed in 2006 with agreed 
reassessment amounts. This resulted in $6.0 million of additional income for tax purposes in the tax years 2000 
through 2005 and income taxes of $2.3 million resulting from this income are reflected in the 2006 financial 
statements. The Company's Barbados subsidiary ceased operation during 2006 and was completely liquidated on 
February 13, 2007. 


The Company's 2000, 2001 and 2002 US branch tax returns are being audited by the US Internal Revenue Service 
as a result of amended tax filings initiated by the Company in 2005. Results of this audit will be reported when 
it is completed. The Company no longer operates as a branch in the US, conducting all of its operations through 
Wenzel US. 


Liquidity and Capital Resources 

Cash flow from operations for 2006, before net changes in non-cash working capital, long-term receivables and 
other long- term payables, was $12.9 million, compared to $12.0 million in 2005, an increase of 7%. Cash flow from 
operations in 2006 was negatively impacted by $1.2 million of long-term receivables. Cash was used by operations 
primarily through increases in receivables of $5.5 million (2005 = $3.6 million increase), inventories of $3.7 million 
(2005 = $2.8 million increase), partially offset by increases in payables of $3.3 million (2005 = $1.5 million increase) 
and current income taxes payable of $2.3 million (2005 = $0.039 million). Net cash used in investing activities was 
$11.5 million, compared to $5.4 million in 2005. The investing activities were mainly the acquisition of additional 
manufacturing equipment ($1.1 million) and the manufacturing and purchase of additional oilfield rental equipment 
($10.4 million). The Company had a positive cash flow from financing activities in 2006 of $2.1 million as compared 
to a negative cash flow from financing activities of $2.5 million in 2005. The cash flow increase from financing 
resulted from an increase in the usage of the Company’s operating line of credit by approximately $3.0 million. 


The working capital position of the Company at December 31, 2006 was $2.6 million compared to $3.9 million at 
December 31, 2005. Under bank covenant calculations a portion of debt is classified as long term and as a result, 
the working capital position is increased to $4.0 million (2005 - $5.3 million) for these bank covenant purposes. At 
December 31, 2006 primarily as a result of the recording of future income taxes and the timing of payments of a 
large international sales contract, the Company was not in compliance with certain of its covenants. The bank has 
provided forbearance with respect to compliance with these covenants. 


As the first quarter of each year is among the best periods of our annual business cycle we expect that our covenants 
will be met in the future and we are closely monitoring our capital resources to achieve a reasonable balance with 
our business demands. 


The Company began 2006 with a revolving credit facility of up to $8.5 million. In August 2006, this facility was 
increased to $10.5 million, of which $0.9 million was not drawn as at December 31, 2006. The Company’s credit 
facility was further increased to $13 million at February 26, 2007. The Company also has credit facilities available 
to finance future capital asset additions with a maximum limit of $4 million of which $1.6 million was unused at 
December 31, 2006. 


The Company's EBITDA have increased dramatically over the past few years. It was at only $300,000 in 2003, 
increasing to $9.1 million in 2004 and $13.7 million in 2005. The trend continued in 2006 as the oil and gas industry 
activity increased and reacted to improved commodity prices. For 2006, EBITDA was at $18.4 million on revenue 
increases of 41% over 2005 and gross profit increase of 44% over 2005. 
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Cash generation for the first quarter of 2007 is expected to be comparable to the third and fourth quarters of 2006 
and, together with credit facilities available for capital asset additions, should be more than adequate to meet the 
company’s needs. Should large international sales be concluded for delivery throughout 2007 and beyond, some 
additional capital investment may be required. This is being reviewed as part of the ongoing budget program in 
2007. 


Capital Management 
The Company's objectives when managing capital are: 


e to safeguard the Company’s ability to continue as a going concern, 


e to provide adequate capital to fund the Company’s growth, without unwarranted dilution of the current 
shareholders, 


e to limit the issuance of additional common shares until the trading price of the shares is at the level 
commensurate with the Company’s recent fiscal performance. 


The Company sets the amount of capital in proportion to risk. The Company manages the capital structure and 
makes adjustments to it in the light of changes in the economic conditions of the oil and gas sector and the risk 
characteristics of the underlying assets. In order to maintain or adjust the capital structure, the Company may 
incur new debt, issue new shares, purchase its own shares or sell assets to reduce debt. 


The Company has not issued new shares to the public since 2001. The Company was prevented from issuing new 
shares by the ASC cease trade order dated March 19, 2004 until the last of the cease trade orders was lifted and the 
Company resumed trading on the TSX on January 26, 2006. In addition, management did not feel it was in the best 
interests of the shareholders to issue new shares during the period of the unsolicited take over bid (May to July 
2006). After the take over bid was rejected by shareholders, the Company was reluctant to issue new shares while 
it was in the process of proposing the conversion to an income trust to shareholders. 


Finally, management believes that it would be inappropriate to issue new equity at current share prices which 
it believes are depressed partially because of the Company’s relationship with certain past officers, directors and 
shareholders who continue to hold or control significant blocks of the Company’s outstanding shares. The Company 
has been successful in meeting its ongoing capital needs with funds generated by operations and financing from 
the Company's bankers. 


The Company monitors capital: 


e On the basis of the ratio of Debt to Tangible Net Worth (“TNW”), where Debt is defined as total liabilities 
less the shareholder's loan and TNW is defined as the aggregate of paid in capital, retained earnings and 
postponed loans (the existing shareholder's loan is not considered postponed) less goodwill (if any) and 
investments in related companies; and 


e On the basis of Debt Service Coverage, defined as current EBITDA divided by the projected principal 
repayments and interest costs over the same period in the next year. 
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During 2006, the Company’s debt covenants require it to maintain the Debt to TNW ratio below 1.50:1 at the end of 
each quarter. The Debt to TNW capital ratios at December 31, 2006 and 2005 were as follows: 


(000’s) 2006 2005 

DEBT 

Total liabilities 36,841 25,184 
Less: Shareholder’s loan (2,784) (2,784) 

Debt 34,057 22,400 

TNW 

Shareholders’ equity 24,220 18,440 

Postponed loans 5,000 
Less: Goodwill - - 
Less: Investments from affiliated company (3,610) (3,610) 

TNW 20,610 19,830 

Debt to TNW Ratio 1.65:1 Tei3s1 


The change from 1.13:1 to 1.65:1 in the Company's TNW ratio resulted from the $5 million postponed loan becoming 
long term debt of the Company as it no longer required third party letter of credit support and the increase in income 
taxes payable. The bank has provided forbearance with respect to compliance with this covenant. 


During 2006, the Company’s covenants require it to maintain the Debt Service Coverage in excess of 1.30:1 at the end ) 
of each quarter. The Debt Service Coverage at December 31, 2006 and 2005 were: 


(000’s) 2006 2005 
EBITDA 18,421 13,757, 
Projected principal payments for the next year 2,505 1,360 
Projected interest payments for the next year 926 817 
Total projected payments 3,431 raph AY, 
Debt Service Coverage S.37s5i 6:32:1 


Improved EBITDA from better operating results is responsible for the improved debt service coverage in 2006. 


Contractual Obligations and Financial Instruments 

The nature of the Company’s business is such that short-term contractual arrangements are entered into as a basis 
for day to day rentals and sales, however, the business is very competitive and such contracts do not guarantee 
any level of business revenues. This can only be earned by the service and performance of the Company's products. 
The Company’s debt, equipment and mortgage financing arrangements with its bank and other lenders constitute 
the only major contractual arrangements it has concluded. These are fully described in Notes 8, 9 and 10 of the 
Consolidated Financial Statements at December 31, 2006 and obligations in all cases are presently current. The 
Company’s banking arrangement was extended in August 2006 and expanded in November 2006 and February 2007 
and is subject to regular reporting of covenant compliance and margin arrangements. The Company has met its 
covenant requirements from September 30, 2005 to September 30, 2006. At December 31, 2006, primarily as a result 
of the recording of future income taxes and the long term nature of payments of large international sales, the 
Company was not in compliance with certain of its covenants. The bank has provided forbearance with respect to 
compliance with these covenants. 
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The following table summarizes the Company's debt repayments and leasing obligations for the next 5 years and 
thereafter. 


Contractual Total To To To To To 
Obligations December December December December December 
31, 2007 31, 2008 31, 2009 31, 2010 31, 2011 
and beyond 
$ $ $ $ $ $ 

Long Term 

Debt 6,598,418 1,483,854 1,474,515 1,406,403 AFO23 7524 I 2NOP ZZ 

Capital Leases 59,834 23,807 13,500 (“asl = = 

Operating 

ensas 2,058,015 1,132,724 575,097 255,097 95,097 = 


Total 8,716,267 2,640,385 2/003; 092 1,684,027 1,118,621 210722 


Purchase of Capital Assets 


During the year ended December 31, 2006 the Company invested in $11.5 million of capital assets compared 
to $5.5 million during 2005. Capital assets purchased and manufactured were $8.2 million in 2004. The major 
components of these purchases in each year have been the additions to the rental fleet and manufacturing 
equipment. In 2005, Wenzel US purchased the land and building it had been leasing in Conroe, Texas for 
$600,000 USD and has made improvements to the building in the order of $340,000 USD. 


Capital investment for 2007 is budgeted to be in the order of $9.5 million for new rental fleet additions and 
about $2.7 million for new machine tools, facility improvements and spare parts additions. These amounts are 
higher than 2006 and management will monitor the Company’s cash flow to ensure that these investments 
are necessary to support revenues and can be made as budgeted without impairing the Company’s ongoing 
operations. The Company intends to finance these acquisitions from ongoing operations and increased debt, if 
necessary. The Company has no plans to issue new equity in 2007. 


Related Party Transactions 

There were $54,950 of royalties accrued in 2006 (2005 - $235,386) payable to 376348 Alberta Ltd. On July 
11,2005, a demand letter was issued to 376348 Alberta Ltd. requesting immediate payment of the amounts 
owing to the Company. On January 23, 2006, a statement of claim was also filed with Court of Queens Bench and 
negotiations are proceeding. The current balance owing is comprised largely of the overpayment of royalties and 
the unwinding of an operating arrangement in Texas effective December 31, 2002. Management is confident that 
the Company will be able to collect on these amounts. (See Note 17 to the Consolidated Financial Statements) 


The Company has a shareholder's loan of about $2.8 million from Doug Wenzel, who controls 376348 Alberta 
Ltd. This loan is a non-demand loan with no terms of repayment, is non-interest bearing and is unsecured. The 
shareholder claims this loan is interest bearing. Management does not intend to repay this loan in the next 12 
months (see Note 18 to the Consolidated Financial Statements). 


In April 2006, the Company filed a statement of claim for $8.5 million against 376348 Alberta Ltd., Douglas Wenzel, 
560050 Alberta Ltd. (a company owned by Henry Boychuk which holds 26.6% of the issued and outstanding 
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common shares of the Company) and Henry Boychuk alleging, in part, that the shares of the Company held by 560050 
Alberta Ltd. were obtained for no or no valid consideration and should be cancelled. This matter continues before the 
courts. 


Critical Accounting Estimates 

In accordance with generally accepted accounting principles, management has made certain estimates and assumptions 
in the preparation of the audited financial statements for 2006 and 2005. These estimates and assumptions affect 
the reported amounts of assets and liabilities at the date of these financial statements, and the reported amounts 
of revenues and expenses during the reporting periods. The following describes management's critical estimates and 
assumptions. 


e The amortization period for capital rental tool assets has been set at 5 years, based on a review of comparable 
industry practices and the expected useful life of rental assets. The Company has also made a close examination 
of its machine tools to compare their expected useful life to the Company’s amortization of each tool. Patent 
rights are recorded at cost and amortized on a straight line basis over the life of the patent. The carrying 
value of patents is tested for impairment, based on expected future cash flows at least annually or whenever 
events or circumstances indicate a possible impairment, to ensure that the fair value is greater than, or equal 
to, the carrying value. 


e Management performs an analysis of customer accounts to estimate the allowance for doubtful accounts, 
which was $0.1 million at December 31, 2006 compared to $0.25 million at the end of 2005. The Company’s 
management continues to make a concerted effort to collect outstanding receivables and is confident that 
the allowance at December 31, 2006 is adequate. 


e Management provides for obsolete and slow-moving inventory. Management reviews the inventory on a 
quarterly basis and identifies obsolete and slow-moving inventory based on demand for the items, factoring 
in the ability to re-manufacture otherwise obsolete items into saleable stock. Changes in oil and gas drilling 
activity and the development of new technologies associated with the drilling industry could require the 
Company to record additional allowances to reduce the value of inventory to the lower of its cost or net 
realizable value. 


e Wenzel US is accounted for as an integrated foreign operation. Accordingly, the subsidiary’s accounts and 
operations in US currency have been translated into Canadian dollars using the temporal method. Monetary 
items denominated in US dollars are translated to Canadian dollars at exchange rates in effect at the balance 
sheet dates. Non-monetary items are translated at historical rates. Revenues and expenses are translated at 
the average exchange rates for the period. Circumstances can change in the future whereby the subsidiary 
could be classified as a self-sustaining operation and, as a result, gains or losses arising on translation would 
be deferred and reported as other comprehensive income as a separate component of Shareholder’s Equity. 


Revenue Recognition 

The Company recognizes rental revenues when rental tools have been used and is based on the terms of the rental 
agreement with the customer. Service work is invoiced to its customers on completion and sales of products are 
recognized as revenue when the product has been delivered or when title transfers under a sales contract, whether 
domestic or international sales. Where deposits are required to commence the production of products for sale, those 
deposits are not taken in as revenue until that product is completed and has been delivered to the customer. Where 
required the Company records a provision for warranty claims and for credit exposure. 
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New Accounting Pronouncements 
In 2005 the Canadian Accounting Standards Board (AcSB) issued the following sections to increase harmonization 
with U.S. and international accounting standards: 


¢ 1530, Comprehensive Income; 
e 3251, Equity; and 
e 3855, Financial Instruments - Recognition and Measurement. 


Under these standards, all financial assets should be measured at a fair value with the exception of loans, 
receivables and investments that are intended to be held to maturity and certain equity investments, which 
should be measured at cost. Similarly, all financial liabilities should be measured at fair value when they are held 
for trading or they are derivatives. 


Gains and losses on financial instruments measured at fair value will be recognized in the income statement in 
the periods they arise with the exception of gains and losses arising from: 


e financial assets held for sale, for which unrealized gains and losses are deferred in other comprehensive 
income until sold or impaired; and 


e certain financial instruments that qualify for hedge accounting. 


Section 3855 makes use of “other comprehensive income”. Other comprehensive income comprises revenues, 
expenses, gains and losses that are recognized in comprehensive income, but are excluded from net income. 
Unrealized gains and losses on qualifying hedging instruments, translation of self-sustaining foreign operations 
and unrealized on financial instruments held for sale will be included in other comprehensive income and 
reclassified to net income when realized. Comprehensive income will be disclosed under the new standard. 


The Company will be adopting these new standards effective January 1, 2007 and does not expect the adoption 
to have any material impact on its results of operations or financial position. 


In 2006 the Canadian Accounting Standards Board (AcSB) has issued sections: 
e 1506 (revised), Accounting Changes, July 2006, 
e 1535, Capital Disclosures, December 2006; and 
¢ 3862, Financial Instruments, December 2006 - Disclosures. 
Accounting Changes 


This new standard deals with the treatment of accounting changes. The main features are: 

e¢ Voluntary changes in accounting policy are made only if they result in the financial statements providing 
reliable and more relevant information, 

e Changes in accounting policy are applied retrospectively unless doing so is impracticable, 

e Prior period errors are corrected retrospectively, and 

e New disclosures are required in respect of changes in accounting policies, changes in accounting estimates 
and correction of errors. 


This revised section applies to interim and annual financial statements relating to fiscal years beginning on or 
after January 1, 2007, with earlier adoption encouraged. WZL has not made any voluntary changes in accounting 
policy, corrected any prior period errors or changed any accounting estimates in 2006. 
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Capital Disclosures 

This section, intended to converge with recent amendments to International Financial Reporting Standard IAS 1, 
Presentation of Financial Statements, requires an entity to disclose information about its objectives, policies and 
processes for managing capital, as well as compliance with any externally imposed capital requirements. The section 
requires entities to describe and provide quantitative data about what they manage as capital. This section must be 
implemented no later than the first reporting period in the first fiscal year beginning on or after October 1, 2007, 
with earlier adoption encouraged. As this section deals with disclosure, the adoption of this section will not have any 
material impact on the Company’s results of operations or financial position. 


Financial Instruments, Disclosures 

This section improves upon the disclosure requirements in Section 3861, Financial Instruments — Disclosure and 
Presentation and converges with International Financial Reporting Standard IFRS 7, Financial Instruments — Disclosures. 
Section 3862, like Section 3861, is based on the fundamental principle that entities should provide disclosures in 
their financial statements that enable users to evaluate the significance of financial instruments for the entity's 
financial position and performance. However, Section 3862 places an increased emphasis on disclosures about the 
risks associated with both recognized and unrecognized financial instruments and how those risks are managed. This 
section must be implemented no later than the first reporting period in the first fiscal year beginning on or after 
October 1, 2007, but was made available in time for voluntary early implementation concurrent with adoption of the 
suite of financial instruments standards issued in 2005 (and effective for reporting periods beginning on or after 
October 1, 2006). As this section deals with disclosure, the adoption of this section will not have any material impact 
on the Company’s results of operations or financial position. 


EIC-162 

In July 2006, the CICA’s Emerging Issues Committee issued Abstract 162, Stock-based Compensation for Employees 
Eligible to Retire Before the Vesting Date (“EIC-162”). EIC-162 clarifies the accounting treatment for stock-based 
compensation for compensation plans that contain provisions that allow an employee to continue vesting in 
accordance with the stated vesting terms after the employee has retired. The Company’s compensation plan does not 
contain such provisions. 
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Consolidated Financial Statements 


DECEMBER 31, 2006 AND 2005 


Deloitte. 


Auditors’ Report 


To the Shareholders of 
Wenzel Downhole Tools Ltd.: 


We have audited the consolidated balance sheets of Wenzel Downhole Tools Ltd. as at December 
31, 2006 and 2005 and the consolidated statements of net earnings and retained earnings, and 
cash flows for the years then ended. These financial statements are the responsibility of the 
Company’s management. Our responsibility is to express an opinion on these financial statements 
based on our audits. 


We conducted our audits in accordance with Canadian generally accepted auditing standards. 
Those standards require that we plan and perform an audit to obtain reasonable assurance whether 
the financial statements are free of material misstatement. An audit includes examining, on a test 
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also 
includes assessing the accounting principles used and significant estimates made by management, 
as well as evaluating the overall financial statement presentation. 


In our opinion, these consolidated financial statements present fairly, in all material respects, 
the financial position of the Company as at December 31, 2006 and 2005 and the results of its 
operations and its cash flows for the years then ended in accordance with Canadian generally 
accepted accounting principles. 


CALGARY, ALBERTA (Signed) “Deloitte & Touche LLP” 
MARCH 13, 2007 CHARTERED ACCOUNTANTS 
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Financic 
Stateme 
* 2006 


WENZEL DOWNHOLE TOOLS LTD. 


Consolidated Statements of Net Earnings and Retained Earnings 


Years Ended December 31 


REVENUE 


COST OF GOODS AND SERVICES 
GROSS PROFIT 


EXPENSES 
General and administrative 
Selling expenses 
Depreciation and amortization (Notes 6 and 7) 
Interest on bank indebtedness and term demand loans 
Royalty (Note 17) 
Stock-based compensation 
Product development 
Foreign exchange loss 
Interest on long-term debt and capital leases 


OPERATING EARNINGS BEFORE OTHER 
EXPENSES AND INCOME TAXES 


OTHER EXPENSES (Note 12) 


EARNINGS BEFORE INCOME TAXES 


INCOME TAXES (Note 13) 
Current 
Future 


NET EARNINGS 
RETAINED EARNINGS (DEFICIT), BEGINNING OF YEAR 


Premium paid on repurchase of common shares for 
cancellation (Note 11) 


RETAINED EARNINGS, END OF YEAR 


NET EARNINGS PER SHARE (Note 16) 


Basic and diluted 


See accompanying notes to the consolidated financial statements 
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2006 2005 
$ $ 
55,552,238 39,396,977 
28,332,054 20,436,628 
27,220,184 18,960,349 
7,316,101 5,794,517 
4,799,669 2,784,494 
852,672 856,450 
540,556 521,815 
54,950 235,386 
1,101,610 13,880 
379,680 390,394 
548,636 248,216 
385,198 295,214 
15,979,072 11,140,366 
11,241,112 7,819,983 
2,044,307 1,175,902 
9,196,805 6,644,081 
2,387,500 137,073 
1,992,500 
4,380,000 137,073 
4,816,805 6,507,008 
3,030,544 (3,476,464) 
(172,669) - 
2,857,875 (3,476,464) 
7,674,680 3,030,544 
0.16 0.21 


WENZEL DOWNHOLE TOOLS LTD. 
Consolidated Balance Sheets 
As at December 31 


ASSETS 


CURRENT 
Cash 
Accounts receivable 
Income taxes recoverable 
Inventories (Note 5) 
Prepaid expenses 


Due from affiliated company (Note 17) 
Long-term receivables (Note 4) 
Capital assets (Note 6) 

Intangible assets (Note 7) 


LIABILITIES 


CURRENT 
Bank indebtedness (Note 8) 
Term demand loans (Note 9) 
Accounts payable 
Accrued liabilities 
Deferred revenue 
Current portion of obligations under capital lease 
Income taxes payable 
Current portion of long-term debt (Note 10) 


Shareholder’s loan (Note 18) 
Other long-term payables (Note 4) 
Obligations under capital lease 


Future income taxes 
Long-term debt (Note 10) 


Total Liabilities 


SHAREHOLDERS’ EQUITY 


Capital stock (Note 11) 
Contributed surplus (Note 11) 
Retained earnings 


APPROVED BY THE BOARD 
(Signed) “Harvie Andre”, Director 
(Signed) “Ronald D. Dooley”, Director 


See accompanying notes to the consolidated financial statements 


2006 2005 
$ $ 
995,992 681,594 
16,365,107 10,730,299 
437,602 487,254 
11,259,905 773307, L07 
327,568 Eee 
29,386,174 19,535,565 
3,609,762 3,609,762 
1,214,089 = 
23,011,072 16,111,437 
3,839,132 4,367,825 
61,060,229 43,624,589 
9,564,180 6,844,463 
2,383,702 2,183,702 
6,987,596 3,667,543 
4,016,263 2,263,219 
46,526 75,690 
23,807 82,854 
2,233,694 ? 
1,483,854 477,196 
26,739,622 15,594,667 
2,784,226 2,784,226 
173,786 = 
36,027 = 
1,992,500 = 
5,114,564 6,805,860 
36,840,725 25,184,753 
15,365,222 15,283,100 
1,179,602 126,192 
7,674,680 3,030,544 
24,219,504 18,439,836 
61,060,229 43,624,589 
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Financia 
Stateme 
2006 


WENZEL DOWNHOLE TOOLS LTD. 
Consolidated Statements of Cash Flows 
Years Ended December 31 


CASH FLOWS RELATED TO THE 
FOLLOWING ACTIVITIES: 


OPERATING 


Net earnings 
Adjustments for: 
Depreciation and amortization 
(Gain) loss on disposal of capital assets 
Impairment of goodwill 
Stock-based compensation 
Future income tax 
Unrealized foreign exchange (gain) loss 


Changes in non-cash operating working capital (Note 14) 
Long-term receivables 
Other long-term payables 


FINANCING 


Bank indebtedness 

Proceeds and repayment of term demand loans 

Proceeds from long-term debt 

Repayment of long-term debt and capital leases 
Advances to affiliates 

Proceeds from issue of common shares (Note 11) 
Repurchase of common shares for cancellation (Note 11) 


INVESTING 


Proceeds from sale of capital assets 
Purchase and manufacture of capital assets 


NET INCREASE (DECREASE) IN CASH 
CASH, BEGINNING OF YEAR 
CASH, END OF YEAR 


See accompanying notes to the consolidated financial statements 
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2006 2005 
$ $ 

4,816,805 6,507,008 
5,152,672 5,106,450 
(13,017) 163,958 
- 184,071 
1,101,610 13,880 

1,992,500 : 
(144,811) 73,593 
12,905,759 12,048,960 
(2,141,719) (5,335,614) 

(1,214,089) - 

173,786 bs 
9,723,737 6,713,346 
2,719,717 (367,546) 
200,000 (800,000) 
69,330 1,255,000 
(776,988) (2,907,409) 
- 238,659 

108,400 - 

(247,147) : 
2,073,312 (2,581,296) 
129,600 44,400 
(11,612,251) (5,468,212) 
(11,482,651) (5,423,812) 
314,398 (1,291,762) 
681,594 1,973,356 
995,992 681,594 


WENZEL DOWNHOLE TOOLS LTD. 
Notes to the Consolidated Financial Statements 
Years ended December 31, 2006 and 2005 


1. DESCRIPTION OF BUSINESS AND STATUS OF COMPANY 


The Company is engaged in the design, manufacture, sale and rental of downhole drilling tools, primarily to 
the Canadian, U.S. and international oil and gas, utility and construction industries. 


On March 19, 2004, the Company received an “Interim Cease Trade Order” (the “Order”) from the Alberta Securities 
Commission (“ASC”) alleging, among other things, that the Company's 2002 year-end audited financial statements 
contained false or misleading statements, in breach of the Securities Act (Alberta). On April 2, 2004 the Order was 
voluntarily extended by the Company pending completion of an independent audit. Subsequently, cease trading 
orders were also issued by the Ontario Securities Commission (“OSC”) and the British Columbia Securities Commission 
(“BCSC”). An independent committee of the Company’s Board of Directors engaged PricewaterhouseCoopers LLP 
(“PWC”) to investigate and report on the allegations. The PWC findings were completed in 2005 and adjustments 
were made to the Company’s 2003 restated financial statements. 


The Company complied with the requests of the ASC, OSC and BCSC and trading of the Company’s common shares 
resumed on the Toronto Stock Exchange on January 26, 2006. 


2. BASIS OF PRESENTATION 


These consolidated financial statements have been prepared by management in accordance with Canadian 
generally accepted accounting principles, and include the accounts of the Company and its wholly-owned 
subsidiaries Wenzel Downhole Tools, US, Inc. and Wenzel Downhole International Inc. As of September 7, 2006, 
Wenzel Downhole International Inc. ceased operations and was dissolved as a corporation on February 13, 2007. 
All intercompany transactions and balances have been eliminated on consolidation. 


3. SIGNIFICANT ACCOUNTING POLICIES 


Inventories 

Inventories are stated at the lower of cost, determined on a weighted average basis, and net realizable value. Parts 
and operating supplies are stated at laid-down cost. Work-in-progress and finished goods include raw materials 
at actual cost and direct labor and manufacturing overhead expenses at standard cost, which approximate actual 
cost. 


Capital assets 
Capital assets are recorded at cost. The capital assets are depreciated at the following rates and methods intended 
to amortize the cost of the assets over their estimated useful lives are as follows: 


Oilfield rental equipment 5 years straight-line 

Manufacturing equipment 15 years straight-line 

Automotive equipment 30% declining balance 

Furniture and office equipment 20% declining balance 

Buildings 4% declining balance 

Leasehold improvements straight-line over terms of related lease 
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WENZEL DOWNHOLE TOOLS LTD. 
Notes to the Consolidated Financial Statements 
Years ended December 31, 2006 and 2005 


3. SIGNIFICANT ACCOUNTING POLICIES (cont'd) 


Impairment of assets 

Long-lived assets are tested for recoverability whenever events or circumstances indicate that carrying value may 
not be recoverable. Assets are tested internally for recoverability by examining expected discounted future cash 
flows and benefits to ensure that the fair value is greater than, or equal, the carrying value. Any impairment loss 
is charged to net income in the period in which it is determined. 


Asset retirement obligations 

The Company recognizes asset retirement obligations in the period in which they are incurred. The associated asset 
retirement costs are capitalized as part of the carrying amount of the capital asset. The liability is accreted over 
the estimated time period until settlement of the obligation and the asset is amortized over the estimated useful 
life of the asset. 


As at December 31, 2006, the estimated fair value of the asset retirement obligations for the Company’s capital 
assets is nominal. Accordingly, no provision has been made for any asset retirement obligation. 


Future income taxes 

The Company follows the liability method of accounting for income taxes. Under this method, future income tax 
assets and liabilities are recorded based on temporary differences, which are the differences between the carrying 
amount of an asset and liability in the consolidated balance sheet and its tax basis. The Company’s future tax 
balances have been reflected at the substantively enacted tax rates which are expected to apply when the temporary 
differences between the accounting and tax balances of the Company’s assets and liabilities are reversed. A valuation 
allowance is established and deducted from future income tax assets if realization of the tax assets is not considered 
more likely than not. 


Foreign currency translation 

Monetary assets and liabilities denominated in a foreign currency are translated at the exchange rate prevailing at 
the balance sheet date. Non-monetary assets and liabilities and transactions denominated in a foreign currency are 
translated at the exchange rates in effect at the date of the transaction. 


The Company's wholly-owned subsidiaries are integrated foreign operations which are accounted for using the 
temporal method. Under this method, monetary assets and liabilities are translated at the exchange rate in effect at 
the balance sheet date. Non-monetary assets and liabilities are translated at historical rates. Revenue and expenses 
are translated at average rates for the period. 


Foreign exchange gains and losses are included in net earnings in the period that they arise. 
Stock-based compensation 
The Company has a stock option plan as described in Note 11. The Company follows the fair value based method of 


accounting, using the Black-Scholes option-pricing model, for options, whereby compensation expense is recognized 
when the stock options are granted, and amortized over the option’s vesting period. 
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WENZEL DOWNHOLE TOOLS LTD. 
Notes to the Consolidated Financial Statements 
Years ended December 31, 2006 and 2005 


3. SIGNIFICANT ACCOUNTING POLICIES (cont'd) 


Consideration paid on the exercise of stock options is credited to common share capital together with the amount 
which was recorded in contributed surplus related to the stock options exercised. 


Net earnings per share 

Net earnings per share are calculated using the weighted average number of shares outstanding. Diluted net 
earnings per share are calculated using the treasury stock method to determine the dilutive effect of the Company’s 
outstanding stock options. 


Intangibles 

The carrying value of patents is tested for impairment, based on expected future cash flows at least annually or 
whenever events or circumstances indicate a possible impairment, to ensure that the fair value is greater than, or 
equal to, the carrying value. Any impairment is charged to income in the period in which it is determined. 


Patent rights are recorded at cost and amortized on straight-line basis over the life of the patent. Costs of 
development and improvements to patents are charged to operations as product development costs when incurred. 
The unamortized balance of these costs is assessed periodically for impairment based on management's best 
estimates of the future net revenues from the sale and rental of oilfield tools. 


Use of estimates 

The preparation of financial statements in accordance with Canadian generally accepted accounting principles 
requires management to make estimates and assumptions that affect the reported amounts of assets and liabilities 
at the date of the consolidated financial statements and the reported amounts of revenue and expenses during the 
reporting period. The most significant of these estimates are related to the useful life of oilfield rental equipment, 
provisions for obsolete and slow moving inventories, the recognition of stock-based compensation expense and 
the allowance for doubtful accounts receivable. Actual results could differ significantly from these estimates. 


Revenue recognition 

Revenue is recognized at the time the product is delivered and title transfers or service is performed. Rental 
revenue is recognized in the period the rental tools are used by customers based on the terms of the rental 
agreement or service contracts. Revenue is recognized on the sale of oilfield tools at the time the oilfield tool 
title transfers only when collectibility is reasonably assured. If there is a requirement for customer acceptance 
of any products shipped, revenue is recognized upon customer acceptance. Payment received in advance of the 
recognition of revenue is recorded as deferred revenue. 


Product development 

The Company invests resources in the development of improved and new products, which are expensed in the year 
incurred. These expenditures qualify for research and development investment tax credits. These credits at a rate 
of 20% of qualifying expenditures are estimated annually and are reflected as a reduction of product development 
expenses. 
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WENZEL DOWNHOLE TOOLS LTD. 
Notes to the Consolidated Financial Statements 
Years ended December 31, 2006 and 2005 


3. SIGNIFICANT ACCOUNTING POLICIES (cont'd) 


Segmented information 

The Company is viewed as a single business segment involving oilfield tool manufacture, sale and rental for purposes 
of internal performance measurement and resource allocation by management. All revenues are derived from this 
product group. Geographic segmentation of revenue is based on country of origin and segmentation of capital assets 
is based on location which results in the geographic areas of Canada, the United States and International. 


Comparative figures 
Certain of the comparative year’s figures have been reclassified to conform to the current year’s presentation. 


4. LONG-TERM RECEIVABLES 
The amount of $1,214,089 is the balance of accounts receivable to be collected from international customers during 
2008. Other long-term payables of $173,786 are commissions related to the long-term receivables due and payable 


once the amounts receivable to the Company have been collected. 


5. INVENTORIES 


2006 2005 
$ $ 
Finished goods 8,089,060 5,695,868 
Work-in-progress 2,247,760 537,190 
Raw materials 923,085 1,323,649 
11,259,905 7,556,707 
6. CAPITAL ASSETS 
Accumulated Net Book 
Cost Depreciation Value 
$ $ $ 
2006 
Oilfield Rental Equipment Si26385 (16,116,960) 15,009,373 
Rental Equipment Under Construction 575,000 - 575,000 
Manufacturing Equipment 8,601,736 (3,049,299) 5,552,437 
Furniture and Office Equipment 1,309,020 (733,804) 575,216 
Land 203,470 - 203,470 
Buildings 1,050,490 (47,991) 1,002,499 
Leasehold Improvements 183,941 (90,864) 93,077 
43,049,990 (20,038,918) 23,011,072 
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WENZEL DOWNHOLE TOOLS LTD. 
Notes to the Consolidated Financial Statements 
Years ended December 31, 2006 and 2005 


6. CAPITAL ASSETS (con't) 


2005 
Oilfield Rental Equipment 24,692,748 (14,950,019) 9,742,729 
Rental Equipment Under Construction 750,000 - 750,000 
Manufacturing Equipment 6,997,307 (2,647,413) 4,349,894 
Furniture and Office Equipment 1,008,482 (650,106) 358,376 
Land 203,470 - 203,470 
Buildings 606,498 (15,829) 590,669 
Leasehold Improvements 183,941 (67,642) 116,299 


34,442,446 (18,331,009) 16,111,437 


Included in capital assets are manufacturing equipment financed under capital leases with costs totaling $365,000 
(2005-$365,000), accumulated depreciation of $317,351 (2005-$286,934) and a net book value of $47,649 
(2005-$78,066). 


The depreciation expense for the year ended December 31, 2006 was $4,623,980 (2005-$4,577,758) of which 
$4,300,000 (2005-$4,250,000) related to manufacturing operations and is included in cost of goods and services. 


7. INTANGIBLE ASSETS 


Accumulated Net Book 
Cost Amortization Value 
$ $ $ 
2006 
Patent rights 7,744,457 (3,905,325) 3,839,132 
2005 
Patent rights 7,744,457 (3,376,632) 4,367,825 


During the year ended December 31, 2006, the Company recognized amortization of $528,693 (2005 - $528,692) 
on patent rights. 


8. BANK INDEBTEDNESS 
The operating loan is due on demand, has a maximum limit of $10,500,000 of which $935,820 is available at 


December 31, 2006, and bears interest at the bank’s prime rate plus 0.9% calculated and payable monthly. The 
security given by the Company to support the operating loan is the same as disclosed in Note 10. 
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WENZEL DOWNHOLE TOOLS LTD. 
Notes to the Consolidated Financial Statements 
Years ended December 31, 2006 and 2005 


9. TERM DEMAND LOANS 


2005 


2006 
$ 

Demand non-revolving loan, bearing interest at bank prime rate plus 
1.15%, repayable in quarterly principal payments of $49,332 plus 
interest. Secured by a charge-over capital assets. 1,000,000 
Demand non-revolving loan, bearing interest at bank prime rate plus 
1.15%, repayable in quarterly principal payments of $108,145 plus 
interest. Secured by a charge over capital assets. 648,894 
Demand non-revolving loan, bearing interest at bank prime rate plus 
1.15%, repayable in quarterly principal payments of $91,851 plus 
interest. Secured by a charge over capital assets. 734,808 


1,081,489 


Ly LO2r ets 


2,183,702 


2,383,702 


At December 31, 2006, the Company was not in compliance with its current ratio and debt to tangible net worth 
ratio covenants. This is expected to be remedied within the next 12 months. The bank has provided forebearance 
with respect to compliance with these covenants which apply only to term demand loans with no impact on debt 


classification. 
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WENZEL DOWNHOLE TOOLS LTD. 
Notes to the Consolidated Financial Statements 
Years ended December 31, 2006 and 2005 


10. LONG-TERM DEBT 


2006 2005 


Non-revolving loan, bearing interest at bank prime rate plus 1.15%, 
repayable in quarterly principal payments of $250,000 plus interest. 
Secured by a charge over capital assets. 4,750,000 - 


Demand operating facility, bearing interest at bank prime rate, 
monthly interest payments and no principal payments. Secured by a 
letter of credit. - 5,000,000 


Loan payable, bearing no interest until April 16, 2006. Interest of 
5.5% will be applied to the balance of the loan after this date. Monthly 
principal payments of $33,711. Secured by general security agreement 
on specific capital assets acquired. 1,146,171 15550,702 


Promissory note payable, due April 5, 2010, bearing interest at bank 
prime plus 0.75%, monthly payments of USD $3611 plus interest. 
Secured by general security agreement on building in Conroe, Texas. 650,793 707,599 


Loan payable, bearing interest at 5.9%, repayable in monthly blended 
payments of $689. Secured by specific capital asset acquired. - 4,064 
Loan payable, non-interest bearing, repayable in monthly principal 


payments of $828. Secured by specific capital asset acquired. 10,712 20,691 


Loan payable, non-interest bearing, repayable in monthly principal 
payments of $886. Secured by specific capital asset acquired. 40,742 - 


6,598,418 7,283,056 
Less current portion (1,483,854) (477,196) 


5,114,564 6,805,860 


Principal repayments for the next five years are summarized as follows: 


$ 
2007 1,483,854 
2008 1,474,515 
2009 1,406,403 
2010 1,023,524 
2011 1,210,122 
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WENZEL DOWNHOLE TOOLS LTD. 
Notes to the Consolidated Financial Statements 
Years ended December 31, 2006 and 2005 


10. LONG-TERM DEBT (cont'd) 
Other credit facilities 
Additional credit facilities available at December 31, 2006 are as follows: 


a) $1,200,000 - foreign exchange contracts; 
b) $1,600,000 - Capital Asset Additions. 


Security 
The security given by the Company to support bank loans and bank indebtedness is as follows: 


a) general assignment of book debts; 

b) general security agreement over all present and after acquired personal property; 

c) security under S. 147 of the Bank Act over the company’s inventory; 

d) unlimited guarantee and postponement of claim from Wenzel Downhole Tools, U.S., Inc.; 
e) assignment of all risk insurance over all assets of the Company; 

f) assignment of all risk marine cargo insurance; and 

g) assignment of accounts receivable insurance. 


11. CAPITAL STOCK 
Authorized 


Unlimited number of common voting shares 
Unlimited number of preferred shares, issuable in series 


Of the preferred shares authorized, 6,100,000 have been designated Series 1 preferred shares which are non-voting, 


non-redeemable, non-cumulative or retractable and convertible into common shares only under certain conditions 
on the basis of 1 common share for each preferred share. 
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WENZEL DOWNHOLE TOOLS LTD. 
Notes to the Consolidated Financial Statements 
Years ended December 31, 2006 and 2005 


11. CAPITAL STOCK (cont'd) 


Outstanding 
As At December 31, 2006 December 31, 2005 and 2004 
Number of Amount Number Amount 
Shares $ of Shares $ 
i) Common shares 30,708,824 13,525,222 30,697,924 13,443,100 
ii) Preferred shares 4,600,000 1,840,000 4,600,000 1,840,000 
SS ODe222 15,283,100 
Number of Amount 
Common Shares $ 
Outstanding at December 31, 2005 and 2004 30,697,924 13,443,100 
Issued on exercise of options 
Proceeds 180,000 108,400 
Transfer from contributed surplus 48,200 
Repurchase of common shares for cancellation (169,100) (74,478) 
Outstanding at December 31, 2006 30,708,824 T9525 -222 


Repurchase of common shares 

On October 6, 2006, the Company filed a normal course issuer bid for the repurchase and cancellation of up to 
1,900,000 common shares over a 12-month period ending no later than October 9, 2007. Repurchases are made 
on the open market at market prices through the facilities of the Toronto Stock Exchange. Premiums paid above 
the average book value of the common shares are charged to retained earnings. As at December 31, 2006, the 
Company had completed the repurchase of 169,100 common shares at a cost of $247,147 which reduced common 
share capital by $74,478 and retained earnings by $172,669. 


2006 ANNUAL REPORT ~ PAGE 41 


WENZEL DOWNHOLE TOOLS LTD. 
Notes to the Consolidated Financial Statements 
Years ended December 31, 2006 and 2005 


11. CAPITAL STOCK (cont'd) 


Contributed Surplus 


2006 2005 
$ $ 
Balance, beginning of year 126,192 112;392 
Stock based compensation expense 1,101,610 13,880 
Transfer to share capital on exercise of options (48,200) 2 
Balance, end of year 1,179,602 126,192 


Stock options 

The fair value of each option granted by the Company was estimated on the date of grant using the Black-Scholes 
options-pricing model assuming no dividends are paid on common shares, a risk-free interest rate of 3.64%, a life of 
3 years, and an expected volatility of 35%. The calculated weighted average for the value of the options granted on 
January 31, 2006 is $0.61 per option and $0.68 per option for those granted on May 29, 2006. 


The stock option plan allows the grant of options to the employees, directors and consultants of the Company, upon 
the approval by the Board of Directors. The term of the option and vesting provisions are determined at the time of 
grant and may vary between individual grants of options, however, the terms of an option shall not be more than 
five years from the date of grant. The number of common shares subject to options shall not exceed 10% of the issued 
and outstanding common shares of the Company. The Company has 2,020,000 common shares reserved for issue upon 
exercise of outstanding stock options. The details of the changes in stock options in 2006 are: 


; Range of Weighted Average 
Options ; : : : 
; Exercise Price Exercise Price 
Outstanding 
$ $ 
Outstanding at December 31, 2005 and 2004 220,000 0.41 - 0.55 0.45 
Granted 2,210,000 2.14 - 2.38 2S 
Exercised (180,000) 0.41 - 2.14 0.60 
Forfeited (230,000) 2G 2.14 


Outstanding at December 31, 2006 2,020,000 0.55 - 2.38 2.10 
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11. CAPITAL STOCK (cont'd) 


Options outstanding at December 31, 2006 are: 


Remaining 
Number Number Exercise Weighted Average 
Expiry Date Outstanding Exercisable Price Life (Years) 
May 15, 2008 60,000 60,000 O55 Nosy) 
January 21, 2011 1,860,000 1,368,333 2.14 4.09 
May 29, 2011 100,000 20,000 2.38 4.41 


2,020,000 1,448,333 


Employee Stock Ownership Plan 


Under the Company’s voluntary Employee Stock Ownership Plan, which began in July 2006, employees who meet 
the eligibility criteria can contribute up to 5% of their remuneration received from the Company by way of payroll 
deductions. The Company matches 50% of the employee contributions for employees who have been continually 
with the Company for 3 months, which contribution increases to matching the employee's contributions after 6 
months continuous service. Company contributions vest immediately. The Company's contributions, amounting to 
$54,893 in 2006, were charged to general and administrative expenses when paid. As at December 31, 2006, a total 
of 54,674 common shares were held for employees in the Plan. Plan shares are purchased on the open market and 
are considered to be outstanding for earnings per share calculations. 


12. OTHER EXPENSES 


2006 2005 
$ $ 

Professional f lated to cease trade order, takeover bid and 

rofessional fees related to cea 2.057,324 aaee73 
related regulatory matters 

(Gain) loss on disposal of capital assets (13,017) 163,958 
Impairment loss on goodwill - 184,071 
2,044,307 PAD 9 02 
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13. INCOME TAXES 


The provision for income taxes differs from the result which would be obtained by applying the combined federal and 
provincial income tax rate of 32.48% (2005 - 33.62%) to the earnings before income taxes. This difference results 


from the following items: 


2006 2005 
$ $ 
Earnings before income taxes 9,196,805 6,644,081 
Computed income tax expense at statutory rate 2,986,663 2,233,140 
Increase (decrease) resulting from: 
Non-deductible expenses 372,240 95,588 
Increase (reduction) due to different tax rates in other jurisdictions 78,389 (10,598) 
Expected application of investment tax credits of prior years (321,320) - 
Tax reassessment of prior years 2,338,165 : 
Benefit of non-capital losses of prior years (1,074,137) (2,181,657) 
Provision for income taxes 4,380,000 137,073 
Significant components of the provision for income taxes are as follows: 
Current 2,387,500 137,073 
Future 1,992,500 - 
4,380,000 137,073 
Future income tax liabilities (assets) consist of the following temporary differences: 
2006 2005 
$ $ 
Capital assets 724,770 (281,808) 
Intangibles 1,113,349 1,468,463 
Investment tax credits 154,381 “ 
Non-capital losses carry-forward - (2,260,792) 
Net future income tax liability (assets) 1,992,500 (1,074,137) 
Valuation allowance - 1,074,137 
1,992,500 : 
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13. INCOME TAXES (con't) 
The future income tax asset related to capital assets at December 31, 2005 has been reduced from $3,514,788 
as previously reported to $281,808 as a result of additional capital cost allowance adjustments related to the 


reassessments recently agreed with the Canada Revenue Agency. 


The Company has investment tax credits totalling $475,853. These credits have been applied to reduce federal 
income taxes payable. This benefit has been recognized in these financial statements. 


14. SUPPLEMENTAL CASH FLOW INFORMATION 


2006 2005 
$ $ 

Changes in non-cash operating working capital 
Accounts receivable (5,517,942) (3,628,218) 
Income taxes payable 2,283,346 39,376 
Inventories (3,703,198) (2,785,886) 
Prepaid expenses (247,857) 27,095 
Accounts payable 3,320,053 1,542,889 
Accrued liabilities 1,753,043 641,051 
Deferred revenue (29,164) (1,171,921) 

(2,141,719) (5,335,614) 
Interest paid 925,754 817,029 
Income taxes paid 112,000 84,228 


15. COMMITMENTS AND CONTINGENCIES 
Lease commitments 


The Company leases certain equipment and buildings under operating leases. The annual lease payments are as 


follows: 
2007 1,132,724 
2008 575,097 
2009 255,097 
2010 95,097 
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ilsy 


COMMITMENTS AND CONTINGENCIES (con't) 


Contingencies 


a) 


16. 


The Company is involved in various legal actions, which have occurred in the ordinary course of business. It is 
not possible at this time for the Company to predict with any certainty the outcome of such litigation. However; 
management is of the opinion that losses, if any, arising from such legal actions would not have a material effect 
on the Company’s consolidated financial position or its results of operations. 


On July 14, 2004, National Oilwell Varco through its wholly owned subsidiaries Dreco Energy Services Ltd. and 
Vector Oil Tools Ltd. filed a statement of claim against the Corporation in the Court of Queens Bench of Alberta 
in which they allege that the Corporation induced the former owner of Vector Oil Tools Ltd. to violate a non- 
competition agreement he had with that company. The plaintiffs have claimed damages of $20 million plus $1 
million for punitive damages. This matter has not yet been litigated, but the Corporation believes the claim is 
without merit and intends to fully defend itself. 


The Company has recently undergone an audit by the Canada Revenue Agency relating to its subsidiary in 
Barbados for the fiscal periods ended May 31, 1999 and 2000, and the years ended December 31, 2000, 2001, 2002, 
2003, 2004 and 2005. The reassessment has been agreed with the Canada Revenue Agency and the results of that 
reassessment are reflected in the tax calculations in these financial statements. Final reassessment notices have 
not yet been received. 


The Company is undergoing an audit by the U.S. Internal Revenue Service relating to its US branch tax returns for 
the years 2000, 2001 and 2002 and the outcome is not determinable. The results of this audit will be recorded in 


the year the tax audit is completed. 


NET EARNINGS PER SHARE 


Basic net earnings per share is calculated on the weighted average number of 30,803,829 (2005 - 30,697,924) 
common shares outstanding during the year. The diluted net earnings per share for the year ended December 31, 
2006 is calculated on the weighted average number of 30,888,527 (2005 - 30,697,924) common shares. 


The Company was unable to reasonably assess the market price of the Company’s common shares as at December 31, 
2005 due to the cease trade order in effect at the time. Therefore, the diluted net earnings per share was calculated 


on 


the weighted average number of outstanding common shares for the period ended December 31, 2005. 
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17. RELATED PARTY TRANSACTIONS 


During the year ended December 31, 2006, the Company recorded $54,950 to accrued liabilities as amounts 
payable to 376348 Alberta Ltd. for royalties (2005 - $235,689). 376348 Alberta Ltd. is a company controlled by a 
shareholder of the Company (which owns 2.7 million common shares and 4.6 million convertible preferred shares 
of the Company). On January 23, 2006 a statement of claim was filed against 376348 Alberta Ltd. to recover the 
$3.6 million owed to the Company. In a counterclaim, the defendants allege that the Company is indebted to them 
for the shareholder's loan, $0.8 million interest on the shareholder's loan to June 7, 2006 and other items. The 
Company believes the counterclaim is without merit. Negotiations with 376348 Alberta Ltd. are continuing and 
management believes that the Company will be able to collect on these amounts. 


18. SHAREHOLDER’S LOAN 

The shareholder's loan is a non-demand loan, has no terms of repayment, is non-interest bearing, and unsecured. 
Management does not intend to repay this loan in the next 12 months. Contrary to the Company’s position, the 
shareholder claims this loan is interest bearing. 

19. SEGMENTED INFORMATION 


Geographic information 


The Company's operations are conducted in the following geographic segments: 


Canada United States International Total 
$ $ $ $ 

2006 
Revenue 26,782,110 16,072,330 12,697,798 55,552,238 
Capital assets 20,336,505 2,674,567 - 23,011,072 

2005 
Revenue 26,225,881 11,544,799 1,626,297 39,396,977 
Capital assets 14,321,563 1,787,181 2,693 16,111,437 


During the year ended December 31, 2006, the Company had one significant customer that accounted for 14% of 
the Company’s revenue. 
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20. FINANCIAL INSTRUMENTS 


Fair value 

The carrying values of cash and cash equivalents, accounts receivable, bank indebtedness, accounts payable and 
accrued liabilities approximate their fair values due to the short-term maturity of those instruments. The fair values 
of the Company’s term and long term debt and capital leases is estimated based on the current rates offered to the 
Company for debt with the same terms and duration to maturity, which approximates carrying values. The fair value 
of the long-term receivables approximates the carrying value, as normal trade credit terms apply. The fair value 
of the other long-term payables approximates the carrying value, as normal trade payment terms apply. The fair 
values of other financial instruments held by the Company, including due from affiliates and shareholder's loan, 
are estimated primarily by discounting future cash flows using current rates for similar financial instruments under 
similar credit risk and maturity conditions. Fair values of these financial instruments are not determinable as there 
are no terms of repayment. 


Credit risk 

Accounts receivable include balances from customers in the oil and gas industry. The Company grants unsecured 
credit to its customers. The Company assesses the credit worthiness of its customers on an ongoing basis as well as 
monitors the amount and age of balances outstanding. Accordingly, the Company views the credit risks on these 
amounts as normal for the industry. As at December 31, 2006, the Company’s allowance for doubtful accounts was 
$79,000 (2005 - $252,000). 


Interest rate risk 

The Company is exposed to interest rate cash flow risk through floating rate borrowings. Interest rate risk is low on 
the Company’s fixed rate debt. It is management's opinion that the Company's exposure is not material to the overall 
operations. 


Foreign currency risk 

The Company sells its products denominated primarily in Canadian and United States dollars. Foreign exchange risk 
arises from the fluctuation in exchange rates and the degree of volatility of these rates. Management believes this 
exposure is not material to its overall operations. 
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